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Since the last meeting of the FOMC, on September 16, the dollar has had to weather a number 

of potentially disturbing developments. The war between Iraq and Iran which broke out after mid- 

September has had momentous implications for the balance of power in the Middle East, for the 

continued flow of oil from the Persian Gulf to most industrial nations, and even for the future of 

OPEC. Reports on the conflict have been confbsing. Traders’ interpretations of the exchange market 

implications have also shifted back and forth, so it is difficult to say whether the net effect on the 

dollar has been positive or negative up to this point. The time of the IMF/World Bank meetings in late 

September-early October was also a period of tension, not so much for what happened but because 

traders recalled that events at previous meetings had triggered large flows of funds across the 

exchanges, including full scale runs on the dollar in several recent years. Fomnately, the meetings 

proved uneventful as far as the exchanges were concerned. The German election, on October 5, was 

the next possible disruptive event, since economic issues were being hotly debated. In the end, and 

despite some political mud slinging that made our own election campaign seem like a Sunday school 

picnic, the results of the German election were no surprise to the market. Another event at that time, 

President Carter’s criticism of the Federal Reserve, followed by Chairman Volcker’s response, did 

send a shiver through the exchanges. The fear was--and is--that the Fed would be forced to buckle 

under political pressure to ease up on monetary policy and thereby allow for a rekindling of 

inflationary expectations in the United States. But even this shiver passed as U.S. interest rates in fact 

held firm. Interest rates are not the only element bolstering the dollar in the exchanges; our relatively 

good current account performance so far this year and expected for next year has helped give the 

dollar a solid underpinning. 

The dollar’s advance has not been across the board. Other currencies that have been 

strong over the recent weeks have also benefited mainly from capital inflows. Sterling has risen to 

$2.42, on the attractiveness of continuing high interest rates in the U.K. as well as that country’s self- 

sufficiency in oil. The Japanese yen has also advanced during the period of capital inflows, 

particularly into a booming stock market. Japan still has a large current account deficit, but the market 

believes that Japan has turned the comer and will be showing an improved trade and current account 
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performance. On the European continent, the French franc and the Dutch guilder are strong within the 

EMS, on capital inflows, and both currencies would have been higher against the dollar now except 

for the weakness of the German mark within the EMS. 

Indeed, by last week’s Bundesbank council meeting, the focus of attention turned to the 

monetary policy dilemma facing Bundesbank. Economic growth in Germany has virtually stalled, 

central bank money is coming in low relative to this year’s target, and interest rates remain quite high 

relative to domestic inflation rates. Thus there is scope for easing policy. Nevertheless, Germany has 

a current account deficit running at an annual rate in excess of $15 billion and--partly because interest 

rates are low relative to those elsewhere--Germany has not had much success in financing that deficit 

on the basis of net capital inflows. Forecasters are quite bearish, thinking it will take some time for the 

current account deficit to be eliminated. The German mark, already low within the EMS band, was 

coming under more general selling pressure. In this dilemma situation, last Thursday, the Bundesbank 

decided to supply some additional liquidity to the market, but not to lower interest rates. Nevertheless, 

in the prevailing bearish atmosphere, the mark came under increased selling pressure, and outflows 

have continued yesterday and today. On balance, the mark has declined by 4-% percent since the last 

FOMC meeting, to DM 1.86. 

With the mark declining, we have seized the opportunity to buy as many marks as we could, to 

repay swap debt and rebuild balances. In total we acquired nearly $1.2 billion of marks during the 

period, from purchases in the market and from correspondents. With these marks we repaid the 

remaining $357 million of swap debt and built System balances by some $268 million equivalent. The 

Treasury reduced its net short position in marks by some $555 million equivalent to $2.1 billion. We 

also have bought sufficient French francs to reduce the System’s swap debt in that currency to $34 

million equivalent; and we have added some $35 million equivalent to our Swiss franc balances. 

Although the dollar is firmly based for the moment, the picture is more one of weakness for the 

Deutsche mark than one of strength of the dollar. Market participants are far from bullish about the 

outlook for the dollar. We have our own election to go through and our inflation performance remains 

a major matter of concern. So having what resources we can for intervention will be helpful. 



F.O.M.C. MEETING 
OCTOBER 21 ,  1980 

Report ing on  open market o p e r a t i o n s ,  Nr. S t e r n l i g h t  

made t h e  fo l lowing  s ta tement :  

System open market o p e r a t i o n s  s i n c e  t h e  l a s t  meeting 

of t h e  C o m m i t t e e  were pursued a g a i n s t  a background of s t r o n g e r  

t h a n  d e s i r e d  growth i n  t h e  narrower t a r g e t e d  aggrega te s  and 

consequent  i n c r e a s e s  i n  i n t e r e s t  r a t e s , a s  t h e  Desk sought  t o  

ho ld  back t h e  p rov i s ion  of r e s e r v e s .  As demand f o r  r e s e r v e s  

pushed up, wh i l e  t h e  Desk supp l i ed  nonborrowed r e s e r v e s  i n  l i n e  

w i t h  t h e  d e s i r e d  growth p a t h ,  d i s c o u n t  window borrowing expanded 

and t h e  F e d e r a l  funds r a t e  r o s e .  Midway i n  t h e  p e r i o d ,  t h e  p a t h  

f o r  nonborrowed r e s e r v e s  w a s  reduced by $200 m i l l i o n  t o  encourage 

somewhat g r e a t e r  r e s t r a i n t  o n  c r e d i t  expans ion  and monetary 

growth. The message of  r e s t r a i n t  was f u r t h e r  r e i n f o r c e d  by t h e  

1 p e r c e n t  boos t  i n  t h e  d i s c o u n t  r a t e  e f f e c t i v e  September 26. 

The bulge  i n  demand fo r  r e s e r v e s  was pe rce ived  q u i t e  

s h o r t l y  a f t e r  t h e  September 16 meeting, c a u s i n g  t h e  Desk t o  

a i m  f o r  nonborrowed r e s e r v e  l e v e l s  i n  t h e  e a r l y  weeks such  t h a t  

borrowing would be about  $1.1 or $1.2 b i l l i o n ,  compared w i t h  

t h e  $ 7 5 0  m i l l i o n  borrowing l e v e l  agreed on by t h e  C o m m i t t e e  a s  

a p p r o p r i a t e  i n  s e t t i n g  t h e  nonborrowed r e s e r v e  p a t h .  As it 

happened, borrowing rose even more s h a r p l y  t h a n  in t ended  i n  

t h o s e  opening t w o  weeks, ave rag ing  abou t  $1 3/4 b i l l i o n .  T h i s  

r e f l e c t e d  s e v e r a l  f a c t o r s  i n c l u d i n g  p e r s i s t i n g  s h o r t f a l l s  i n  

r e s e r v e s  from day-to-day p r o j e c t e d  l e v e l s ,  some Reserve Bank 

computer problems, and p r e s s u r e s  around t h e  September 30 s t a t e m e n t  
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d a t e .  The combined impact of t h e s e  i n f l u e n c e s ,  coupled wi th  

&he  d i s c o u n t  r a t e  move i n  l a t e  September, r e s u l t e d  f o r  a few 

days  i n  a s tubborn ly  t i g h t  money market and h ighe r  than expected 

funds  r a t e  t h a t  r i sked  encouraging market o v e r - r e a c t i o n s  t o  

ongoing developments. Accordingly t h e  Desk took some c a r e  on 

a couple  of occas ions  t o  reduce t h e s e  r i s k s  by overprovid ing  

r e s e r v e s  e a r l y  i n  t h e  s ta tement  w e e k ,  t o  be fol lowed by r e s e r v e  

a b s o r p t i o n s  l a te r  on ,  i f  necessary  t o  g e t  back t o  p a t h .  For 

s e v e r a l  days i n  l a t e  September-early October, funds t r aded  

predominant ly  a t  r a t e s  above 1 3  percent, a l though  t h e  weekly 

average  d i d  n o t  exceed about 1 2  5/8 p e r c e n t .  This  compared 

w i t h  around 1 0  - 10 1 / 2  percent ea r l i e r  i n  September. 

Because o f , t h e  heavy borrowing e a r l y  i n  t h e  i n t e r v a l ,  

t h e r e  w a s  n o t  much r ise  i n  t h e  i m p l i c i t  a n t i c i p a t e d  l e v e l  of 

borrowing a s  t h e  pe r iod  proceeded, even though t h e  a g g r e g a t e s  

s t r eng thened  somewhat f u r t h e r .  I n  f a c t ,  t h e  a n t i c i p a t e d  

borrowing l e v e l  s l i p p e d  t o  j u s t  abou t  $1.3 b i l l i o n  i n  t h e  m i d d l e  

week be fo re  edging back up t o  abou t  $ 1 . 2  b i l l i o n  and then  $1.3 

b i l l i o n  i n  t h i s  c u r r e n t  week.  A c t u a l  borrowing l e v e l s  came 

f a i r l y  c l o s e  t o  a n t i c i p a t e d  l eve l s  i n  t h e  t h i r d  and f o u r t h  

week whi le  i n  t h i s  f i n a l  week it h a s  been runn ing  l i g h t e r  t h a n  

expec ted  so f a r .  Fede ra l  funds  con t inued  t o  average  around 

1 2  5/8 pe rcen t  i n  t h e  l a t e s t  f u l l  w e e k  and h a s  run c l o s e r  to  

1 2  3/8 p e r c e n t  so f a r  t h i s  week. 
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As of our l a t e s t  review,  l a s t  F r i d a y ,  t o t a l  r e s e r v e s  

were expected t o  average about  $ 4 4 0  m i l l i o n  above t h e  pa th  

l e v e l  f o r  t h e  f i v e  w e e k s  ending tomorrow, e s s e n t i a l l y  r e f l e c t i n g  

t h e  g r e a t e r  than d e s i r e d  s t r e n g t h  i n  t h e  a g q r e g a t e s .  Nonborroued 

r e s e r v e s  had f a l l e n  below p a t h  i n  e a r l y  weeks  o f  t h e  pe r iod  

b u t  should average close t o  t h e  downward r e v i s e d  p a t h  f o r  t h e  

f u l l  per iod .  

Desk o p e r a t i o n s  were mainly conducted through temporary 

a d d i t i o n s  and withdrawals of reserves. There  w e r e  o u t r i g h t  

purchases  of $ 2 0 0  m i l l i o n  of b i l l s  from f o r e i g n  accoun t s  e a r l y  

i n  t h e  pe r iod  and purchases  i n  mid-October of abou t  $ 7 6 0  m i l l i o n  

of b i l l s  i n  t h e  market and $165 m i l l i o n  from f o r e i g n  accoun t s .  

I n  between, w e  so ld  $102 m i l l i o n  of b i l l s  t o  f o r e i g n  accoun t s  

and r a n  o f f  $300 m i l l i o n  o f  b i l l s  a t  m a t u r i t y .  Most r e c e n t l y ,  

yes t e rday ,  w e  have begun t a k i n g  a c t i o n s  look ing  forward t o  t h e  

l a r g e  release of r e s e r v e s  on November 1 3 ,  by running  o f f  $ 4 0 0  

m i l l i o n  of b i l l s  i n  y e s t e r d a y ' s  a u c t i o n  and s e l l i n g  $100  m i l l i o n  

of b i l l s .  On a commitment bas i s ,  o u t r i g h t  h o l d i n g s  a r e  t h u s  

up a n e t  o f , a b o u t  $ 2 2 5  m i l l i o n  f o r  t h e  p e r i o d .  

For about the f i r s t  two weeks o f  t h e  p e r i o d ,  i n t e r e s t  

rates rose f a i r l y  s h a r p l y  across a broad r ange  of m a t u r i t i e s  

and types  of i s s u e s ,  p r o p e l l e d  by t h e  f i r m i n g  money m a r k e t ,  

s t r o n g  monetary growth, s i g n s  o f  economic r ecove ry  and u n y i e l d i n g  

i n f l a t i o n ,  capped o f f  by t h e  l a t e  September d i s c o u n t  rate r ise.  
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Adverse market psychology w a s  s e l f - r e i n f o r c i n g ,  probably prompting 

some o v e r - r e a c t i o n  t o  t h e  d a i l y  flow of n e w s .  A f t e r  e a r l y  

October ,  rates tended t o  s t a b i l i z e  o r  d e c l i n e  f o r  a t i m e  w i th  

n e t  d e c l i n e s  f o r  i n t e rmed ia t e -  and long-term Treasury  i s s u e s  

t h a t  j u s t  abou t  o f f s e t  t h e  e a r l i e r  increases .  Short- term r a t e s  

s t i l l  r e g i s t e r e d  a n e t  r i s e  f o r  t h e  per iod- - roughly  1 3/4 - 2 

pe rcen tage  p o i n t s  f o r  Federa l  funds ,  and 1 - 1 3/8 percentage  

p o i n t s  f o r  major bank CDsorcommercial  p a p e r .  The prime r a t e  

h a s  r i s e n  1 3/4 percentage  p o i n t s  t o  1 4 .  T reasu ry  b i l l s  were 

up a more modest 5/8 - 3/4 pe rcen tage  p o i n t  f o r  most m a t u r i t i e s .  

Both t h r e e -  and six-month b i l l s  were a u c t i o n e d  y e s t e r d a y  a t  

average  rates of abou t  1 1 . 4 1  p e r c e n t  compared w i t h  about 1 0 . 6 4  

and 1 0 . 8 8  p e r c e n t  j u s t  be fo re  t h e  l a s t  mee t ing .  

The r a t e  d e c l i n e s  f o r  i n t e r m e d i a t e -  and longer-term 

i s s u e s  a f t e r  e a r l y  October r e f l e c t e d  a v i ew t h a t  p rev ious  i n c r e a s e s  

had been overdone, and Desk a c t i o n s  and o f f i c i a l  s t a t e m e n t s  l e n t  

some suppor t  t o  t h i s  view. The v i e w  w a s  b o l s t e r e d  f u r t h e r  by 

reports of moderation i n  monetary growth,  l e s s e n e d  i n f l a t i o n a r y  

p r e s s u r e ,  and i n d i c a t i o n s  t h a t  b u s i n e s s  r e c o v e r y  was proceeding 

s lowly .  Bond market psychology weakened a g a i n  i n  t h e  p a s t  f e w  

days ,  however, w i th  t h e  rebound i n  money s u p p l y  and s t r o n g e r  

b u s i n e s s  news. 

The Treasury cont inued  t o  ra ise  n e w  funds  du r ing  t h e  

p e r i o d ,  i nc lud ing  n e a r l y  $4 b i l l i o n  i n  coupon i s s u e s ,  a s  w e l l  

a s  $ 2  1/2 b i l l i o n  i n  b i l l s .  New money i n  t h e  coupon area inc luded  
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$1.5  b i l l i o n  i n  15-year bonds,  which becam'e f e a s i b l e  a f t e r  t h e  

c o n g r e s s  a c t e d  a t  t h e  e l e v e n t h  hour t o  p rov ide  a d d i t i o n a l  

a u t h o r i t y  t o  sell bonds y i e l d i n g  above 4 1/4 p e r c e n t .  S u b s t a n t i a l  

T reasu ry  cash  r a i s i n g  w i l l  c o n t i n u e  d u r i n g  t h i s  q u a r t e r ,  i n c l u d i n g  

a q u a r t e r l y  re funding  t o  be announced October  29 i n  w h i c h  t h e  

Treasu ry  may seek t o  ra ise  abou t  $3 b i l l i o n  f r o m  t h e  pub l i c  on 

t o p  of about  $5 b i l l i o n  p u b l i c l y  he ld  matur ing  i s s u e s .  The 

System h o l d s  a r e l a t i v e l y  moderate  $880 m i l l i o n  o f  t h e  maturing 

i s s u e s  which w e  expec t  t o  roll over  a s  u s u a l ,  l e a n i n g  a b i t  

toward t h e  s h o r t e r  m a t u r i t i e s .  There w i l l  be an  a u c t i o n  of 

2-year n o t e s  toinorrow, r a i s i n g  $1.1 b i l l i o n  f o r  t h e  Treasury,  

w i t h  e a r l y  rate i d e a s  around 12 p e r c e n t  o r  a l i t t l e  higher  

compared wi th  11.93 p e r c e n t  a month ago. 

Dea le r s  have c o n t i n u e d  t o  hold  f a i r l y  moderate 

i n v e n t o r i e s  o f  T reasu ry  coupon i s s u e s  i n  t h e  r e c e n t  per iod ,  i n  

keeping  wi th  t h e i r  c a u t i o u s  view of t h e  market  and v o l a t i l i t y  

of r a t e s .  Holdings o f  o v e r  1-year  i s s u e s  were las t  repor ted  

a t  a b o u t 5 1 . 1  b i l l i o n , c o m p a r e d  t o  $ 9 0 0  m i l l i o n  j u s t  before  t h e  

l a s t  Committee meeting. 

I r e f e r r e d  ear l ie r  t o  t h e  f a c t  t h a t  w e  have s t a r t e d  

t o  se l l  and run o f f  a t  m a t u r i t y  some s e c u r i t i e s  i n  p r e p a r a t i o n  

for  t h e  l a r g e  r e l e a s e  of r e s e r v e s  schedu led  fo r  November 13 .  

While we know t h e r e  is  a s i z a b l e  reserve a b s o r p t i o n  job  t o  be 

done, i t s  p r e c i s e  magnitude i s  u n c e r t a i n  as  w e  w i l l  t o  some 

d e g r e e  be f e e l i n g  o u r  way, come mid-Novemher, s e e k i n g  t o  a s s e s s  
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how banks will utilize their newly released reserves and how 

various institutions newly required to keep reserve balances 

will tend to behave. In this connection, I would like to 

request a temporary increase to $ 4  billion in the normal $ 3  

billion leeway to change System Account holdings between 

meetings of the Committee, contained in paragraph 1 (a) of the 

Authorization for Domestic Open Market Operations. We may not 

need this added leeway but it would be useful to have, given 

current uncertainties. 



J o s e p h  S .  Z e i s e l  
O c t o b e r  2 1 ,  1 9 8 0  

F O M C  B R I E F I N G  

R e c e n t  i n f o r m a t i o n  h a s  c o n f i r m e d  t h a t  t h e  economy 

t u r n e d  a r o u n d  c o n v i n c i n g l y  o v e r  t h e  p a s t  f ew m o n t h s .  F o l l o w -  

i n g  t h e  s h a r p e s t  q u a r t e r l y  d e c l i n e  i n  t h e  p o s t w a r  p e r i o d ,  t h e  

Commerce D e p a r t m e n t  e s t i m a t e s  t h a t  r e a l  G N P  r o s e  b y  1 p e r c e n t  

i n  t h e  t h i r d  q u a r t e r .  The  r e b o u n d  came s o m r w h a t  e a r l i e r  a n d  

w a s  s t r o n g e r  t h a n  h a d  b e e n  a n t i c i p a t e d ;  t h e  i n c r e a s e d  s t r e n g t h  

i n  J u l y  and  A u g u s t  was c o n c e n t r a t e d  l a r g e l y  i n  h o u s i n g  a n d  

c o n s u m e r  o u t l a y s ,  and  was  c l e a r l y  a s s o c i a t e d  w i t h  t h e  e a s i n g  

o f  c r e d i t  c o n d i t i o n s  e a r l i e r  t h i s  summer.  

A c t i v i t y  c o n t i n u e d  t o  e x p a n d  i n  S e p t e m b e r ,  a l t h o u g h  

t h e r e  w e r e  s u g g e s t i o n s  o f  some l o s s  o f  momentum. R e t a i l  s a l e s ,  

e x c l u d i n g  a u t o s ,  r o s e  i n  c u r r e n t  d o l l a r  t e rms  f o r  t h e  f o u r t h  

m o n t h  i n  a r o w ,  b u t  s p e n d i n g  f o r  d i s c r e t i o n a r y  i t e m s  s u c h  a s  

f u r n i t u r e ,  a p p l i a n c e s  a n d  g e n e r a l  m e r c h a n d i s e  l e v e l e d  o f f .  

A u t o  s a l e s  e d g e d  u p  f u r t h e r  in S e p t e m b e r ,  p r o b a b l y  p a r t l y  in 

r e s p o n s e  t o  d i s c o u n t s  a n d  r e b a t e s  on 1 9 8 0  m o d e l s .  P r i c e  

i n c r e a s e s  a n n o u n c e d  f o r  t h e  1 9 8 1 s  l i k e l y  h e l p e d  t h e  s a l e s  o f  

t h e  p r e v i o u s  y e a r ' s  m o d e l s  a s  w e l l .  I t  i s  t o o  e a r l y  t o  t e l l  

how w e l l  t h e  new m o d e l s  a r e  f a r i n g ;  o v e r a l l  s a l e s  p i c k e d  u p  

o n l y  s l i g h t l y  f u r t h e r  i n  e a r l y  O c t o b e r  f o l l o w i n g  i n t r o d u c t i o n  

o f  t h e  1 9 8 1  C h r y s l e r  a n d  F o r d  m o d e l s .  

H o u s i n g  a c t i v i t y  a l s o  c o n t i n u e d  t o  e x p a n d  i n  S e p t e m b e r ,  

w i t h  s t a r t s  e x c e e d i n g  a 1% m i l l i o n  a n n u a l  r a t e .  M o s t  o f  t h e  
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g a i n  w a s  i n  t h e  m u l t i f a m i l y  s e : t o r  and  a p p a r e n t l y  was  a s s o c i a t e d  

w i t h  a f i s a l  y e a r - e n d  b u l g e  i n  f e d e r a l  s u b s i d i e s .  F i e l d  

r e p o r t s - - i n c l u d i n g  t h o s e  i n  t h e  R e d b o o k - - i n d i c a t e  t h a t  t h e  

r e b o u n d  i n  m o r t g a g e  r a t e s  t o , a r o u n d  1 4  p e r c e n t  w a s  i n c r e a s i n g l y  

c u r t a i l i n g  h o u s i n g  a s  t h e  m o n t h  p r o g r e s s e d .  

The  i m p r o v e m e n t  i n  c o n s u m e r  demand a n d  r e s i d e n t i a l  

c o n s t r u c t i o n  a c t i v i t y  s i n c e  May h a s  b e e n  r e f l e c t e d  i n  p r o d u c t i o n  

a n d  l a b o r  m a r k e t s  i n  t h e  p a s t  two m o n t h s .  I n d u s t r i a l  p r o d u c t i o n  

r o s e  1 p e r c e n t  i n  S e p t e m b e r  f o l l o w i n g  a s i x - t e n t h s  p e r c e n t  g a i n  

i n  A u g u s t ,  w i t h  much o f  t h e  i n c r e a s e  i n  m o t o r  v e h i c l e s ,  home 

g o o d s  a n d  b u i l d i n g  m a t e r i a l s .  However ,  t h e  l e v e l  o f  o u t p u t  

r e m a i n s  b e l o w  t h a t  o f  t h e  s e c o n d  q u a r t e r .  N o n f a r m  j o b s  i n c r e a s e d  

b y  n e a r l y  2 0 0 , 0 0 0  i n  S e p t e m b e r ,  s l i g h t l y  l e s s  t h a n  i n  t h e  p r e -  

v i o u s  m o n t h .  Much o f  t h e  r i s e  o v e r  t h e  two  m o n t h s  w a s  i n  t r a d e  

a n d  s e r v i c e s ,  b u t  e m p l o y m e n t  p i c k e d  up i n  m a n u f a c t u r i n g  a s  w e l l ,  

p a r t i c u l a r l y  i n  t h e  m e t a l s  i n d u s t r i e s ,  a n d  t h e  f a c t o r y  workweek--  

g e n e r a l l y  a good l e a d  i n d i c a t o r - - h a s  moved % h o u r  a b o v e  i t s  

J u l y  t r o u g h .  

In c o n t r a s t  t o  t h e  u p t u r n  i n  o u t l a y s  f o r  h o u s i n g  a n d  

c o n s u m p t i o n ,  s p e n d i n g  f o r  b u s i n e s s  f i x e d  i n v e s t m e n t  h a s  c o n t i n u e d  

t o  w e a k e n ,  a n d  d a t a  on o r d e r s  s u g g e s t  a f u r t h e r  r e a l  r e d u c t i o n  

i n  e q u i p m e n t  p u r c h a s e s  o v e r  t h e  n e a r  t e r m .  C o n t r a c t s  f o r  

c o m m e r c i a l  a n d  i n d u s t r i a l  c o n s t r u c t i o n  i n d i c a t e  no s i g n s  o f  

s t r e n g t h  f o r  a t  l e a s t  t h e  n e x t  s e v e r a l  q u a r t e r s .  B u s i n e s s  

i n v e s t m e n t  i n  i n v e n t o r i e s  a l s o  d e c l i n e d  i n  t h e  t h i r d  q u a r t e r  

a s  t h e  s h a r p  c o n t r a c t i o n  i n  i n d u s t r i a l  o u t p u t  f r o m  t h e  s e c o n d -  

q u a r t e r  l e v e l  c o n t r a s t e d  w i t h  a s t r o n g  u p s w i n g  i n  r e a l  f i n a l  

rl e m 2 n r i  9 .  
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On b a l a n c e ,  t h e r e f c r e ,  w e  h a v e  s e e n  i n  t h e  t h i r d  

q u a r t e r  a m o d e r a t e  e x p a n s i o n  o f  G N P ,  r e f l e c t i n g  a s t r o n g ,  

c r e d i t - a s s o c i a t e d  r e b o u n d  in h o u s i n g  a n d  c o n s u m e r  demand,  

o f f s e t  i n  p a r t  b y  c o n t i n u e d  w e a k n e s s  i n  r e a l  b u s i n e s s  o u t l a y s .  

In t h e  f o u r t h  q u a r t e r ,  w e  a r e  now p r o j e c t i n g  t h a t  

r e a l  G N ?  w i l l  r i s e  a t  a b o u t  t h e  same 1 p e r c e n t  p a c e  a s  i n  t h e  

t h i r d ,  r e f l e c t i n g  i n  p a r t  some c a r r y - o v e r  o f  t h e  r e s u r g e n t  

s t r e n g t h  i n  h o u s i n g .  B u t  we e x p e c t  t h a t  t h e  s u p p o r t  f o r  t h e  

r e c e n t  r e b o u n d  i n  o v e r a l l  a c t i v i t y  w i l l  b e  d i m i n i s h i n g  a s  a 

d o w n t u r n  in h o u s i n g  s t a r t s  i n  r e s p o n s e  t o  h i g h e r  i n t e r e s t  

r a t e s  c o m b i n e s  w i t h  a f u r t h e r  c o n t r a c t i o n  i n  b u s i n e s s  f i x e d  

i n v e s t m e n t  t o  damp g r o w t h  o f  i n c o m e  and  c o n s u m p t i o n .  We 

e x p e c t  a r e d u c e d  r a t e  o f  i n v e n t o r y  l i q u i d a t i o n  t o  o f f s e t ,  

t e m p o r a r i l y ,  t h e  l o s s  o f  s t r e n g t h  i n  f i n a l  d e m a n d s .  

G i v e n  t h e  r e s t r i c t i v e  n a t u r e  o f  a s s u m e d  m o n e t a r y  

and  f i s c a l  p o l i c y ,  we a n t i c i p a t e  l i t t l e  g r o w t h  o v e r a l l  d u r i n g  

1 9 8 1 .  R e a l  G N ?  i s  now p r o j e c t e d  t o  r i s e  b y  o n l y  a b o u t  % p e r -  

c e n t  o v e r  t h e  f o u r  q u a r t e r s .  The  m o n e t a r y  t a r g e t s  i m p l y  h i g h  

i n t e r e s t  r a t e s  t h r o u g h o u t  1 9 8 1 .  While  i t  i s  p o s s i b l e ,  g i v e n  

r e c e n t  e x p e r i e n c e ,  t h a t  m o r t g a g e  r a t e s  i n  t h e  c u r r e n t  r a n g e  

may n o t  a p p e a r  a s  f o r m i d a b l e  t o  p r o s p e c t i v e  h o u s e  p u r c h a s e r s  

a s  t h e y  d i d  f o r m e r l y ,  i t  i s  o u r  j u d g m e n t  t h a t  t h e y  w i l l  p u t  

a s e v e r e  damper  on  home s a l e s  a n d  c o n s t r u c t i o n  a c t i v i t y ,  

p a r t i c u l a r l y  i n  a n  e n v i r o n m e n t  of  weak  g r o w t h  in r e a l  i n c o m e .  

We t h e r e f o r e  e x p e c t  h o u s i n g  a c t i v i t y  t o  s l a c k e n  o v e r  t h e  n e x t  

f e w  m o n t h s ,  w i t h  s t a r t s  r e m a i n i n g  i n  t h e  n e i g h b o r h o o d  o f  1.1 
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t o  1 . 2  m i l l i o n  u n i t s  a t  an  a n n u a l  r a t e  t h r o u g h o u t  n e x t  y e a r .  

The o u t l o o k  r e m a i n s  p o o r  f o r  c a p i t a l  s p e n d i n g  a s  w e l l .  

T h e  c o m b i n a t i o n  o f  c o n s i d e r a b l e  s l a c k  i n  c a p a c i t y ,  r e d u c e d  p r o f i t  

m a r g i n s  a n d  t h e  h i g h  c o s t  o f  . f u n d s  s u g g e s t s  f u r t h e r  d e c l i n e  i n  

r e a l  i n v e s t m e n t  o u t l a y s  d u r i n g  1 9 8 1 .  A t  t h e  same  t i m e ,  we 

e x p e c t  g o v e r n m e n t  s p e n d i n g  a t  a l l  l e v e l s  t o  c o n t i n u e  t o  b e  

r e s t r a i n e d .  

In sum, w e  f o r e s e e  l i t t l e  s t r e n g t h  i n  t h e  i n c o m e -  

g e n e r a t i n g  s e c t o r s  o f  t h e  economy,  a n d  w i t h  t h e  s a v i n g  r a t e  

a l r e a d y  l o w ,  and  t h e  p r o p o s e d  t a x  c u t  p r o v i d i n g  no n e t  r e l i e f ,  

t h i s  t r a n s l a t e s  i n t o  p o o r  p r o s p e c t s  f o r  c o n s u m e r  demand .  

L i t t l e  e m p l o y m e n t  g a i n  i s  l i k e l y  t o  b e  a s s o c i a t e d  

w i t h  ?i p e r c e n t  r e a l  i n c r e a s e  i n  G N P ,  and  d e s p i t e  r e l a t i v e l y  

s l o w  g r o w t h  in t h e  l a b o r  f o r c e ,  t h e  u n e m p l o y m e n t  r a t e  i s  

p r o j e c t e d  t o  e d g e  up t o  a b o u t  8 - 1 / 4  p e r c e n t  b y  t h e  e n d  o f  

1 9 8 1 .  

The  p r i c e  o u t l o o k  d o e s  n o t  a p p e a r  p r o m i s i n g ,  d e s p i t e  

t h e  c o n t i n u e d  s l a c k  f o r e c a s t  f o r  i n d u s t r i a l  a n d  l a b o r  m a r k e t s .  

T h e  r e c e n t  e a s i n g  o f  p r i c e s  i n  e n e r g y ,  h o u s i n g  and  f o o d  a p p e a r s  

l i k e l y  t o  b e  t e m p o r a r y .  More  f u n d a m e n t a l l y ,  w h i l e  w e  s t i l l  

e x p e c t  some m o d e r a t i o n  o f  t h e  wage  r i s e  i n  a n  e n v i r o n m e n t  o f  

s u s t a i n e d  h i g h  u n e m p l o y m e n t ,  w e  a n t i c i p a t e  t h a t  a n y  i m p r o v e -  

m e n t  w i l l  b e  m o d e s t ,  g i v e n  t h e  c o n t i n u e d  p r e s s u r e s  on l i v i n g  

c o s t s  and  t h e  a l r e a d y  p r o t r a c t e d  d e c l i n e  i n  r e a l  e a r n i n g s .  

On b a l a n c e ,  a n d  b a r r i n g  s e v e r e  s u p p l y  s h o c k s ,  w e  e x p e c t  a 

l i t t l e  e a s i n g  o f  o v e r a l l  i n f l a t i o n ,  t o  a b o u t  a 9% p e r c e n t  r a t e  

i n  1 9 8 1 ,  down a b o u t  1 p e r c e n t  f r o m  t h i s  y e a r .  



FOMC Briefing 
October 21, 1980 
S. H.Axilrod 

The rapid growth in narrowly defined money that it seemed reasonable to 
expect in one of the last few months of the year took place, unexpectedly, in September. 
With nonborrowed reserve growth set to accommodate the much slower monetary growth 
targeted at the last meeting, interest rates rose earlier than had been expected. The 
additional restraining effect on money demand from that rise of rates, and the larger-than- 
anticipated stock of money with which the economy enters the fourth quarter, provides 
some hope that growth in money demand will he quite moderate over the balance of the 
year--assuming that the economy is no stronger in the fourth quarter than currently 
projected by the staff However, as the Bluebook indicates, money demand is not 
expected to be so weak over the balance of the year as to permit attainment of the 
August-to-December path for the narrow aggregates the Committee set at the last meeting 
without some further rise in interest rates--with a hnds rate around 13 ?4 percent not 
unlikely. 

The policy dilemma before the Committee is no different from that 
evident at the last meeting, except that the spurt of money growth in September and the 
clearer signs of an early turnaround in economic activity before any noticeable progress 
has been made in restraining inflation make the dilemma more pointed and more 
immediate. The dilemma stems from the possible inconsistency between the monetary 
targets and the encouragement of economic recovery 

It is probably necessary to attain the monetary targets for 1980 in a 
convincing fashion to maintain credibility of the System’s anti-inflationary stance. To be 
convincing probably means at least that M-1A growth should be well within its longer- 
run range if M-1B and M 2  are above theirs, as they may be, though by small margins 
apparently. That M2 and bank credit are likely to be well within their ranges will 
probably be widely ignored by markets, on the ground that they have not been key 
variables in the FOMC’s operating directives to the Desk and are therefore not viewed as 
critical by the System. But if assuring M-1A growth well within its range, as with the 
Bluebook‘s alternative A path, brings a more significant rise of interest rates than the 
staff has projected or even such a rise, it seems increasingly likely that a second dip in 
economic activity will be in store, if one is not in store in any event. 

The Committee may wish to consider therefore how much upward 
flexibility there might be in M1 growth rates between now and year-end without risking 
erosion of its credibility. The answer probably is, some but not a whole lot. While an 
M1 level in December at the 6 percent upper end of the Committee’s M-1A growth range 
for 1980 could be hit even if growth were around 9 percent between now and year-end, 
this would drive M-1B growth hrther above the limit of its range. Moreover, clearly the 
successive double-digit growth rates of July, August, and September make much more 
modest growth rates of M-1A in succeeding months essential for market psychology and 
to avoid the risk of building so much inflationary momentum into the economy that 
today’s policy dilemma becomes even worse in 1981 
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to avoid the risk of building so much inflationary momentum into the economy that 
today’s policy dilemma becomes even worse in 1981. 

Finally, it should be pointed out that the widening differential between 
growth in M-1A and M-1B might be construed as effectively lowering the Committee’s 
M-1A range, though raising the range a hit for M-1B. In February, the differential 
between M-1B and M-IA was expected to be Yi point. That differential was maintained 
when targets were reset in July. It now appears that M-1B growth will exceed that of 
M-1A by about 2 percentage points. 

Based on earlier evidence that suggested dividing sources of new 
ATS/NOW accounts between demand deposits and other assets in about a 2-to-1 ratio, 
one might argue that M-1B growth at % point above the present upper limit is justified 
but that M-1A growth should be up to 1 point below its present upper limit if growth is 
not to be more expansive than presumably originally desired. 

If the effective upper limit of M-1A is in that way considered to be 5 
percent or so rather than 6 percent, this would imply an M-1A growth of around 4% 
percent, annual rate, from September to December. Alternative B proposes a somewhat 
lower growth rate than that of 3% percent--a growth rate that places M-1 A at the 
midpoint of its present range and runs less chance than a higher growth rate of pushing 
M-1B substantially above its present longer-run range. 

Assuming in current circumstances that very low money growth rates are 
less risk to the credibility of its targeting procedures than high growth rates, the 
Committee might wish to consider a tactical approach to reserve targeting that reverses 
the approach of June and July. At that time, the Committee authorized raising 
nonborrowed reserve paths, up to a point, to accommodate money growth above a 
minimum. In the period ahead, it might wish to consider setting a maximum money 
growth target and lowering nonborrowed reserve paths should money fall short, up to a 
point. With such an approach it would of course be particularly critical what level of 
borrowing the Committee wished the staff to assume initially in constructing the 
nonborrowed path. 




